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Report  Summary 


Introduction 


The  Legislative  Audit  Committee  requested  the  Legislative  Audit 
Division  conduct  a  performance  audit  of  costs  for  leasing  versus 
building  state  office  space  in  Helena.  Specifically,  the  Committee 
was  interested  in  determining  whether  continued  leasing  of  office 
space  or  construction  of  a  new  building  is  more  cost  effective.  This 
audit  concentrated  on  conducting  a  detailed  lease  versus  build 
analysis  of  current  lease  holdings  in  Helena. 


Authority  Over  Stage 
Agency  Space 


State  law  grants  the  Department  of  Administration  (Dof  A)  juris- 
diction over  allocation  of  state  agency  space.  DofA  is  responsible 
for  determining  space  requirements  and  allocating  space  in  all  owned 
and  leased  space,  excluding  the  University  System.  According  to 
statute,  no  state  agency  may  lease,  rent,  or  purchase  office  space        "■ 
without  prior  approval  from  DofA.  In  addition,  a  state  agency  may 
not  alter,  improve,  repair,  or  remodel  a  State  building  in  the  Capitol 
area  without  approval  from  DofA. 


Current  State  Agency 
Lease-Holding 


The  Analysis 


As  of  November  1996,  there  were  38  leases  in  effect  for  state  office 
space.  Office  space  includes  locations  where  employees  (FTE) 
occupy  offices  and  conduct  program  operations.  In  some  cases,  this 
includes  space  other  than  "traditional"  office  space.  For  example, 
one  of  these  38  leases  is  for  parking  space  only.  There  are  13 
agencies  with  contracts  for  these  38  leases.  The  total  annual  cost  for 
leases  is  about  $2.4  million.  Approximately  971  FTE  occupy  more 
than  300,000  square  feet  of  leased  space. 

Our  audit  utilized  two  methods  of  analysis  to  compare  lease  costs 
with  construction  costs:  1)  present  value,  and  2)  internal  rate  of 
return.  Present  value  is  a  life  cycle  cost  analysis  methodology.  This 
method  looks  at  the  costs  of  alternatives  over  a  specified  period  of 
time.  Future  costs  need  to  be  expressed  in  "current"  or  "present" 
dollars.  The  other  method  used  in  analyzing  alternatives  was 
internal  rate  of  return.  This  is  an  interest  rate  for  the  return  on  an 
investment  in  a  project.  The  internal  rate  of  return  can  be  compared 
to  the  cost  of  capital  to  determine  whether  a  project  should  be 
completed. 
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Assumptions 


There  are  numerous  assumptions  which  must  be  made  prior  to 
analyzing  costs  associated  with  leasing  and  building.  These  assump- 
tions, or  variables,  are  used  to  calculate  and  project  costs.  Variables 
are  usually  expressed  as  dollars  per  square  foot  or  FTE  per  square 
foot.  Total  costs  are  calculated  based  on  total  square  footage.  The 
assumptions  we  made  for  our  analysis  are  based  on  available  infor- 
mation and  audit  judgment. 


A  figure  of  200  square  feet  per  FTE  was  used  to  determine  building 
occupancy.  The  number  of  FTE  occupying  the  new  building  is  the 
number  of  FTE  that  would  be  moved  out  of  leased  space.  The 
amount  of  space  this  "vacates"  is  based  on  the  average  square  foot- 
age per  FTE  in  current  leased  space.  An  inflation  rate  was  used  to 
project  costs  for  the  40  year  term  of  the  analysis. 

Our  analysis  uses  a  General  Obligation  bond  option  with  an  estima- 
tion of  the  cost  of  financing  at  4.7  percent.  Building  operational 
costs,  including  janitorial,  utilities,  and  general  maintenance  and 
repairs,  were  projected  using  the  current  Capitol  Complex  rental 
rate.  The  same  procedure  and  rate  used  to  project  future  lease  costs 
was  used  to  project  future  building  operational  costs. 

The  final  cost  for  projecting  building  costs  included  expenses  for 
moving  personnel  and  equipment,  penalties  for  terminating  leases, 
and  any  other  costs  associated  with  moving  out  of  leased  space  into  a 
new  building.  These  costs  are  "one-time"  costs. 


Conclusion:  Our 
Analysis  Indicates 
Construction  of  a  New 
Building  is  Less  Costly 
than  Continuing  to 
Lease 


When  comparing  present  value  costs  for  leasing  and  building,  our 
analysis  indicates  building  is  less  costly.  Building  would  save  the 
state  approximately  $4.2  million  in  "today's  dollars  "  over  40  years. 
This  does  not  include  the  asset  value  of  the  state-owned  building  at 
the  end  of  that  period.  The  analysis  assumes  construction  of  a 
building  on  the  Capitol  Complex  with  a  total  space  of  90,000  square 
feet.  This  would  allow  450  FTE  to  vacate  leased  space. 


The  construction  option  requires  the  State  to  expend  a  large  amount 
of  funds  initially.  The  factors  mentioned  in  this  report,  as  well  as 
others  considered  important  to  decision-makers,  must  be  weighed 
against  projected  cost  savings  to  make  an  informed  decision. 
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Introduction 


Audit  Objectives 


The  Legislative  Audit  Committee  (LAC)  requested  the  Legislative 
Audit  Division  conduct  a  performance  audit  of  costs  for  leasing 
versus  building  state  office  space  in  Helena.  Specifically,  the  LAC 
was  interested  in  determining  whether  continued  leasing  of  office 
space  or  construction  of  a  new  building  is  more  cost  effective.  This 
performance  audit  concentrated  on  conducting  a  detailed  lease  versus 
build  analysis  of  current  lease  holdings  in  Helena. 

The  main  audit  objective  for  this  project  was: 

Is  it  less  costly  for  the  State  to  continue  to  lease  or  to  construct  a 
new  building  for  office  space  on  the  Capitol  Complex? 

In  order  to  satisfy  this  objective,  we  answered  the  following 
questions: 


Audit  Scope  and 
Methodology 


1 .  What  is  the  extent  of  leasing  by  state  agencies  in  Helena? 

2.  What  impact  does  leasing  have  on  program  operations? 

3.  What  would  it  cost  to  construct  a  new  building  in  Helena? 

4.  How  do  costs  for  leasing  compare  to  costs  for  construction  of  a 
new  building? 

The  audit  was  conducted  in  accordance  with  government  auditing 
standards  for  performance  audits.  We  concentrated  on  conducting  a 
lease  versus  build  analysis.  This  included  reviewing  reports  on  the 
subject,  researching  methods  for  analyzing  costs,  reviewing  current 
state  leases,  and  interviewing  state  personnel  and  other  professionals 
as  required. 


Reports  from  our  office  and  other  state  audit  organizations  as  well  as 
related  reports  from  other  entities  were  obtained  and  reviewed  to 
determine  possible  techniques  for  conducting  lease  vs  build  analyses. 
References  related  to  possible  cost  analysis  methods  were  also 
researched.  We  selected  the  most  appropriate  method  for  analysis 
based  on  our  review.  We  used  two  methods  of  analysis  to  provide  a 
comparison. 

To  complete  our  analysis,  assumptions  must  be  made  to  provide 
variables  for  calculating  the  equations.  Our  assumptions  were 
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developed  and  refined  during  completion  of  audit  fieldwork.  These 
assumptions  are  based  on  comparative  data  and  reasonable  judgment. 

Audit  scope  included  review  of  current  state  leases  in  Helena.  We 
reviewed  the  Statewide  Lease  Report  developed  by  the  General 
Services  Division  (GSD),  Department  of  Administration.   GSD  lease 
files,  which  contain  copies  of  all  approved  leases,  were  reviewed  to 
verify  and  update  information  in  the  lease  report.  The  review  of 
leases  included  a  determination  of  base  lease  costs  and  costs  for 
utilities,  janitorial,  and  building  maintenance,  if  available.  To 
complete  this  process,  we  sent  a  written  questionnaire  to 
representatives  from  each  agency  leasing  office  space  to  verify  GSD 
information  and  to  obtain  additional  lease  information.  During  this 
stage  of  the  audit,  we  also  interviewed  state  persoimel  to  obtain 
and/or  verify  lease  information.  For  specific  lease  information  see 
Appendix  A. 

We  contacted  personnel  from  several  agencies  with  numerous  lease 
holdings  to  obtain  input  on  the  "impacts"  leasing  has  on  program 
operations.  We  questioned  persoimel  as  to  the  affects  multiple 
locations  have  on  the  agency's  ability  to  operate  efficiently  and 
effectively. 

To  determine  costs  for  building  new  office  space,  we  interviewed 
personnel  from  the  Architecture  and  Engineering  Division  and  GSD. 
We  also  contacted  a  judgmental  sample  of  contractors  and  architects 
in  the  Helena  area  to  obtain  cost  estimates  for  building  new  office 
space.  Information  obtained  from  state  and  private  entities  was 
compared  to  identify  significant  differences  between  estimations. 
Possible  locations  for  building  on  the  Capitol  Complex,  building 
restrictions  and  requirements,  and  total  possible  square  footage  were 
identified.  Funding  options  for  construction  of  a  new  building  were 
identified  through  interviews  with  personnel  from  the  Department  of 
Administration  and  the  Department  of  Commerce. 

The  present  value  of  lease  and  build  costs  were  calculated  using 
compiled  cost  estimations  and  final  assumptions.  Various  scenarios 
were  analyzed  to  determine  the  impact  of  changes  to  different 
variables  on  the  costs  of  leasing  versus  building. 
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Our  analysis  also  considers  areas  which  are  non-quantifiable.  These 
include  items  such  as  efficiency  gains  for  state  operations  due  to  co- 
location,  increased  services  to  the  public,  reduced  costs  due  to 
shared  equipment  such  as  computer  systems,  etc.  These  non-quanti- 
fiable items  were  identified  through  interviews,  review  of  available 
information,  and  audit  expertise. 


Scope  Exclusions 


Our  audit  work  was  limited  to  the  Helena  area.  We  did  not  review 
leased  space  in  other  cities  throughout  Montana.  In  addition,  we 
limited  our  review  to  "office"  space;  that  is,  warehouse  and  storage 
space  was  excluded  from  the  analysis.  However,  the  extent  of  ware- 
house and  storage  space  is  provided  in  Appendix  B  for  informational 
purposes. 


Report  Format  & 
Organization 


Audit  scope  did  not  include  a  review  of  GSD  procedures  for  survey- 
ing state  agency  space  utilization.  We  did  not  determine  whether 
current  space,  both  owned  and  leased,  is  actually  needed  or  used 
efficiently.  The  director  of  the  Department  of  Administration  is 
responsible  for  allocating  space  in  owned  and  leased  buildings.  As  a 
result,  we  assumed  current  space  is  utilized  as  efficiently  as  possible. 
In  addition,  ways  to  reduce  costs  for  currently  leased  office  space 
were  not  reviewed  as  part  of  this  analysis. 

The  format  of  the  repon  is  not  typical  of  the  Legislative  Audit 
Division's  performance  audit  reports.  Our  typical  audit  report 
presents  audit  findings  with  corresponding  recommendations.  This 
report  does  not  include  recommendations.  Findings  are  detailed  in 
the  body  of  the  report,  followed  by  a  conclusion  on  the  analysis. 

Report  organization  consists  of  four  chapters:  1)  Introduction, 
2)  Background,  3)  Analysis,  and  4)  Conclusion.  Information  and 
results  of  our  lease  versus  build  analysis  are  presented  in  the 
following  two  chapters.  The  final  chapter  concludes  on  the  results 
of  the  analysis. 
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Department  Authority 


Section  2-17-101,  MCA,  grants  the  Department  of  Administration 
(DofA)  jurisdiction  over  allocation  of  state  agency  space.  DofA  is 
responsible  for  determining  space  requirements  and  allocating  space 
in  all  state-owned  and  leased  space,  excluding  University  System 
space.  According  to  statute,  no  state  agency  may  lease,  rent,  or 
purchase  office  space  without  prior  approval  from  DofA.  In 
addition,  a  state  agency  may  not  alter,  improve,  repair,  or  remodel  a 
state  building  in  the  Capitol  area  without  approval  from  DofA.  The 
Capitol  area  is  defined  as  "the  geographic  area  within  a  10-mile 
radius  of  the  State  Capitol."  DofA  has  given  space  allocation 
responsibility  to  the  General  Services  Division  (GSD). 


GSD  Guidelines 


The  Montana  Operations  Manual,  management  memo  1/90/4-4, 
provides  procedures  for  state  agencies  to  follow  regarding  space.  If 
an  agency  needs  additional  state-owned  space  in  the  Capitol 
Complex,  wishes  to  alter  state-owned  facilities,  desires  to  lease 
space,  or  must  acquire  a  service  contract  for  leased  space,  the  agency 
must  submit  a  written  request  to  GSD.  An  agency  must  notify  GSD 
of  any  excess  state-owned  space.  Periodic  space  surveys  are  to  be 
performed  by  tiie  GSD  to  ensure  efficient  use  of  state-owned  space. 

GSD  obtains  lease  information  from  state  agencies  annually  and 
publishes  the  Statewide  Lease  Report.  This  report  lists  each 
agency's  leased  office  space  by  city,  including  square  footage,  lease 
price,  contract  expiration  date,  and  services  provided.  The  report 
also  includes  lease  guidelines.  These  guidelines  include  the 
following: 

—  GSD  has  prior  approval  authority  over  all  lease  contracts. 

—  A  maximum  lease  term  of  four  years  is  preferred. 

—  Leases  exceeding  six  years  require  approval  by  the  direaor  of 
DofA. 

—  Escalation  clauses  in  state  leases  are  to  be  avoided  whenever 
possible. 

—  Leases  should  clearly  establish  who  is  responsible  for  paying 
utilities  and  services. 
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~    Cost  per  square  foot  for  lease  renewals  is  to  be  less  than 
1 15  percent  of  the  present  lease  rate. 

—  Cost  per  square  foot  for  new  leases  is  to  be  less  than  125  percent 
of  the  average  rate  for  other  state-leased  space  within  the  city. 

-  Lease  contracts  of  $5,000  or  less  annually  do  not  require  prior 
approval  from  GSD. 

—  A  maximum  of  200  gross  square  feet  per  FTE  is  recommended. 

-  Rates  exceeding  $8.50  per  square  foot,  and  total  annual  lease 
costs  exceeding  $48,000  may  only  be  approved  by  DofA's 
director. 


Related  Statutes  According  to  section  18-2-102,  MCA,  a  building  costing  more  than 

$50,000  may  not  be  constructed  without  the  consent  of  the 
legislature.  Under  this  law,  DofA  is  granted  authority  to  supervise 
construction  of  buildings  including  reviewing  plans,  approving  bond 
issues,  awarding  contracts,  and  accepting  completed  buildings. 

The  Long-Range  Building  Program  (LRBP),  Title  17,  chapter  7,  part 
2,  MCA,  provides  funding  for  construction  and  major  maintenance 
of  state  buildings.  The  program  is  funded  with  general  obligation 
(GO)  bonds,  and  portions  of  the  cigarette  tax,  coal  severance  tax, 
and  general  funds.  Section  17-5-402,  MCA,  grants  authority  to  the 
Board  of  Examiners  to  issue  LRBP  bonds  when  authorized  by  a  % 
majority  vote  of  each  house  of  the  legislature.  The  Governor, 
Secretary  of  State,  and  Attorney  General  constitute  the  Board  of 
Examiners.  The  full  faith,  credit,  and  taxing  powers  of  the  state  are 
pledged  for  payment  of  all  GO  bonds. 

According  to  section  18-3-101,  MCA,  DofA  has  the  authority,  as 
part  of  the  LRBP,  to  enter  into  a  rental  contract  which  provides  for 
an  option  to  purchase  a  building.  This  requires  authorization  by  a  % 
majority  vote  of  each  house  of  the  legislature.  The  contract  caimot 
exceed  20  years.  The  purchase  price  at  the  end  of  the  contract 
period  cannot  exceed  $50,000. 
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Related  Studies  .-  Numerous  studies  have  been  completed  related  to  leased  space  and 

analysis  of  leasing  versus  building.  LAD  reviewed  state  agency 
lease  holdings  in  Helena  in  1985.  The  result  of  the  review  indicated 
a  lease  versus  purchase  analysis  would  be  beneficial.  Our  office 
completed  a  legislative  request  in  1987  reviewing  the  potential  for 
consolidation  of  state  agency  lease  holdings  in  Helena.  A  lease 
versus  buy/construct  analysis  was  completed  to  determine  which 
option  was  more  economical.  The  results  of  this  analysis,  based  on 
the  assumptions  made  by  the  auditors,  determined  it  was  less 
expensive  to  continue  to  lease  office  space  than  construct  a  new 
building. 

In  1984,  our  office  completed  a  lease  versus  purchase  analysis  of 
state  office  space  in  Bozeman.  This  study  was  similar  to  the  project 
mentioned  above,  including  the  results.  Based  on  the  assumptions,  it 
was  less  expensive  to  continue  to  lease  than  to  build. 

We  released  a  performance  audit  report  in  January  1989  on  space 
utilization  of  Helena-located  state  agencies.  A  reconmiendation  was 
made  to  the  legislature  to  revise  statutes  in  order  to  establish  an 
active  space  allocation/utilization  function.  This  recommendation 
was  implemented.  The  legislature  amended  state  law  by  requiring 
DofA  to  determine  agency  space  requirements,  allocate  space,  and 
approve  agency  leases.  The  GSD  created  a  leasing  officer  position 
responsible  for  assuring  compliance  with  statutory  requirements. 

More  recently  (April  1996),  DofA  completed  a  lease  or  build 
analysis  for  Helena-area  state  office  space.  This  study  compared 
costs  of  leasing  versus  costs  to  build  a  new  building  on  the  Capitol 
Complex.  Based  on  the  assumptions  made  in  the  analysis,  present 
value  costs  for  state  ownership  totalled  approximately  $24.5  million 
which  were  less  than  costs  for  continuing  to  lease  by  about 
$2.4  million  over  40  years. 

The  GSD  recently  requested  funding  for  a  new  building  through  the 
LRBP.  The  initial  request  was  to  fund  a  180,000  square  foot 
building  on  the  Department  of  Transportation  site.  This  building 
size  was  revised  to  200,000  square  feet.  The  cost  to  build  is 
estimated  at  $32  million.  The  building  would  be  occupied  by  the 
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State  Office  Space  In 
Helena 


Department  of  Public  Health  and  Human  Services  (DPHHS).  The 
space  vacated  by  DPHHS  would  be  utilized  by  personnel  from 
several  departments:  1)  Revenue,  2)  Commerce,  3)  Natural 
Resources  and  Conservation,  and  4)  Labor  and  Industry.  This  would 
also  provide  additional  space  for  the  DofA  in  its  current  location. 
According  to  GSD's  LRBP  request,  Helena-area  agencies  have 
become  fragmented,  the  cost  of  leased  space  is  escalating,  and  the 
proposal  will  decrease  overall  costs  and  increase  agency  efficiency. 


Current  Leased  Space 


As  of  November  1996,  there  were  38  leases  in  Helena  for  state  office 
space.  Office  space  includes  locations  where  FTE  occupy  offices 
and  conduct  program  operations.  In  some  cases,  this  includes  space 
other  than  "traditional"  office  space.  For  example,  one  of  these  38 
leases  is  for  parking  space  only.  There  are  13  agencies  with 
contracts  for  these  38  leases.  The  total  aimual  cost  for  leases  is 
about  $2.4  million.  Approximately  971  FTE  occupy  more  than 
300,000  square  feet  of  leased  space.  The  following  table 
summarizes  each  agency's  leased  office  space.  For  a  complete 
listing  of  agency  leases,  see  Appendix  A. 
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Table  1 
Current  Helena-Area  Lease  Information 

(as  of  November  1996) 

Agency 

#of 
Leases 

Total  Sq.  Ft. 

Total  FIL 

Total  Annual  Cost 

Commerce 

9 

50,522 

156.25 

$385,299.87 

DPHHS 

6 

50,172 

209.50 

$443,234.95 

DNRC 

4 

56,818 

163.30 

$477,608.03 

Labor  &  Industry 

4 

24,103 

119.17 

$223,974.60 

Justice 

3 

17,088 

65.00 

$144,345.00 

Administration 

3 

30,950 

31.00 

$114,076.00 

OPI 

2 

12,096 

39.00 

$100,594.16 

Revenue 

2 

11,784 

34.00 

$95,908.00 

DEQ 

28,256 

100.00 

$240,176.04 

Public  Service  Regulation 

15,600 

37.00 

$145,110.60 

Montana  Ans  Council 

1,876 

7.00 

$18,808.00 

Consumer  Counsel 

1,420 

5.00 

$13,077.00 

Supreme  Court 

1,300 

5.00 

$7,920.00 

TOTAL 

38 

301,985 

971.22 

$2,410,132.25 

Sour 

ce:  Compiled  by  the  Legislat 

ive  Audit  Division. 

Current  State-Owned 
Space 


GSD  supplies  agencies  with  office  space  in  state-owned  buildings. 
According  to  GSD,  36  state-owned  buildings  are  managed  in  Helena. 
These  buildings  comprise  over  850,000  square  feet  of  office  space. 
This  square  footage  figure  includes  the  Capitol  building. 


Agencies  in  buildings  on  the  Capitol  Complex  pay  a  flat  rate  for 
rent.  This  charge  covers  costs  incurred  by  GSD  for  providing 
maintenance,  janitorial  services,  parking,  and  utilities.  Currently, 
the  Capitol  Complex  rental  rate  is  $4.37  per  square  foot. 
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Introduction 


This  chapter  discusses  the  methods  of  analysis  used  to  compare  lease 
costs  with  construction  costs.  An  explanation  of  variables  necessary 
to  calculate  costs  are  presented,  including  the  assumptions  made  for 
our  analysis.  Projected  lease  costs  and  construction  costs  are 
indicated,  as  well  as  examples  of  effects  on  costs  with  changes  in  the 
variables.  Financing  options  are  briefly  discussed.  Discussions  of 
non-quantifiable  considerations  are  also  contained  in  this  chapter. 


Present  Value  and 
Internal  Rate  of  Return 


Methods  such  as  present  value  and  internal  rate  of  return  are 
commonly  used  for  this  type  of  analysis.  The  following  two  sections 
describe  these  methodologies. 


Present  Value 


Present  value  is  a  life  cycle  cost  analysis  methodology.  This  method 
looks  at  the  costs  of  alternatives  over  a  specified  period  of  time. 
Future  costs  need  to  be  expressed  in  "current"  or  "present"  dollars. 
Present  value  analysis  accomplishes  this. 


The  value  of  a  dollar  changes  with  time.  This  is  sometimes  referred 
to  as  the  "time  value  of  money"  or  the  "purchasing  power"  of 
money.  A  present  dollar  has  more  value  than  a  dollar  in  the  future. 
The  reason  for  this  is  inflation.  In  order  to  convert  future  dollars  to 
present  dollars,  future  dollars  must  be  discounted.  In  other  words, 
future  dollars  must  be  reduced  to  reflect  present  values. 

To  determine  the  present  value  of  a  future  sum  of  money,  an  interest 
rate  and  time  period  are  used  in  a  mathematical  equation.  This 
mathematical  equation  uses  a  discount  factor.  This  discount  factor  is 
multiplied  by  a  future  sum  to  reduce  the  amount  to  its  present  value. 
For  example,  what  is  the  present  value  of  $100  one  year  from  now  if 
the  interest  rate  is  5  percent  per  year?  To  determine  the  present 
value,  you  must  multiply  $100  by  the  discount  factor.  The  result  is 
$95.24.  For  a  more  detailed  explanation  of  present  value,  refer  to 
Appendix  C. 

There  are  two  variables  in  the  mathematical  equation  associated  with 
the  discount  factor:  1)  the  interest  rate,  and  2)  the  time  period.  As 
either  of  these  two  variables  increase,  the  present  value  decreases. 
Thus,  the  greater  the  interest  rate  and  the  longer  the  time  period,  the 
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less  a  future  sum  of  money  is  worth  today.  In  the  example  above,  if 
the  interest  rate  is  changed  to  7  percent  per  year,  the  present  value 
decreases  to  $93.46.  When  the  time  period  changes  to  three  years, 
the  present  value  is  only  $86.38. 


Internal  Rate  of  Return 


Another  method  used  in  analyzing  alternatives  is  the  internal  rate  of 
return  (IRR).  The  IRR  is  an  interest  rate  for  the  return  on  an 
investment  in  a  project.  The  IRR  can  be  compared  to  the  cost  of 
capital  to  determine  whether  a  project  should  be  completed.  For 
example,  if  a  project  is  to  be  funded  with  a  General  Obligation  (GO) 
bond  at  an  interest  rate  of  4.7  percent  (the  approximate  rate  of  a 
recent  state  bond  issue),  the  IRR  should  be  greater  than  4.7  percent 
in  order  to  accept  the  project.  For  further  explanation  of  the  IRR 
see  Appendix  C. 


Assumptions 


There  are  numerous  assumptions  which  must  be  made  prior  to 
analyzing  costs  associated  with  leasing  and  building.  These  assump- 
tions, or  variables,  are  used  to  calculate  costs.  These  variables  are 
usually  expressed  as  dollars  per  square  foot  or  FTE  per  square  foot. 
Total  costs  are  calculated  based  on  total  square  footage.  The 
assumptions  we  made  for  our  analysis  are  based  on  available  infor- 
mation and  reasonable  judgment.  The  following  two  sub-sections 
describe  the  variables  used  in  projecting  lease  and  build  costs.  We 
developed  a  list  of  assumptions  which  is  included  in  the  section 
entitled  The  Analysis  on  page  18. 


Projected  Lease  Costs 


Calculations  of  current  lease  costs  were  used  to  project  future  costs. 
Current  lease  costs  are  based  on  information  obtained  firom  General 
Services  Division  (GSD)  and  individual  agencies.  We  reviewed 
agency  functions  operating  within  the  leased  space  to  identify 
programs  with  "special"  needs.  We  determined  five  of  the  thirty- 
eight  leases  have  specialized  space  needs.  These  five  leases  were 
excluded  from  our  final  lease  cost  projections  due  to  their 
specialized  needs.  The  following  list  identifies  the  five  programs. 


1 .     Property  and  Supply  Bureau,  Department  of  Administration. 
—      This  building  has  office  space  and  also  has  warehouse-type 
space  necessary  for  ongoing  operations. 
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2.  Montana  Lottery,  Department  of  Commerce. 

This  building  has  office  space  and  warehouse-type  space 
with  specialized  security  requirements. 

3.  Weights  and  Measures  Laboratory,  Department  of  Commerce. 

—  This  building  houses  specialized  equipment  and  materials 
used  for  program  operations. 

4.  Air  Operations  Section,  Department  of  Natural  Resources  and 
Conservation. 

—  This  building  is  a  helicopter  storage  and  maintenance 
facility  with  office  space. 

5.  School  Foods  Division,  Office  of  Public  Instruction. 

—  This  building  is  used  for  office,  training,  and  storage 
space.  It  is  scheduled  for  demolition  in  May  1997. 

The  following  table  shows  current  Helena-area  lease  costs  and 
occupancy  levels  used  for  our  projections. 


Table  2 

Current  Helena-Area  Lease  Costs  and  Occupancv  Levels 

Used  to  Project  Future  Costs 

(excludes  "specialized  needs"  space) 

Total  Number  of  Leases 33 

Total  Square  Footage   248,769 

Total  Number  of  FTE 911.22 

Square  Footage  per  FTE  (average) 265.92 

Total  Annual  Lease  Cost*    $2,176,950 

Total  Annual  Cost  per  Square  Foot    $8.75 

*Includes  utilities,  janitorial,  maintenance,  parking,  and  pass 
through  costs. 

Source:  Compiled  by  the  Legislative  Audit  Division. 


Calculating  total  lease  costs  starts  with  determining  the  size  of  a  new 
building.  The  number  of  FTE  the  new  building  would  accommodate 
is  then  calculated.  Based  on  information  from  GSD  persoimel,  a 
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figure  of  200  gross  square  feet  per  FTE  was  used  to  determine 
building  occupancy.  This  figure  includes  common  space  such  as 
bathrooms,  hallways,  conference  rooms,  and  reception  areas.  The 
number  of  FTE  occupying  the  new  building  is  the  number  of  FTE 
that  would  be  moved  out  of  leased  space.  The  amount  of  space 
"vacated"  is  based  on  the  average  square  footage  per  FTE  in  leased 
space  (265.92).  The  costs  of  vacated  leased  space  is  calculated  using 
the  total  cost  per  square  foot  ($8.75).  It  should  be  noted,  because  a 
new  building  can  be  designed  to  use  space  more  efficiently,  more 
FTE  can  occupy  less  total  space  than  is  required  in  current  leased 
space. 

Annual  lease  costs  were  projected  for  our  analysis  using  the  figures 
noted  above.  The  square  footage  per  FTE,  the  total  cost  per  square 
foot,  and  the  number  of  FTE  were  multiplied  together  to  calculate 
the  aimual  lease  cost  for  the  first  year  of  the  projection.  An  inflation 
rate  was  used  to  project  costs  for  the  remaining  years  of  the  analysis. 
This  rate  was  based  on  the  U.S.  Department  of  Labor's,  Bureau  of 
Labor  Statistics,  Consumer  Price  Index.  Each  subsequent  year's 
lease  cost  is  increased  by  this  inflation  factor. 

The  present  value  was  then  calculated  for  each  year's  projection. 
This  was  accomplished  using  the  present  value  methodology 
described  previously.  The  present  values  were  added  together  to 
obtain  a  total  lease  cost  projection.  The  calculated  total  is  expressed 
in  terms  of  present  dollars.  For  our  analysis,  a  time  frame  of  40 
years  was  used.  A  40-year  period  is  a  commonly  used  estimation  of 
the  useful  life  of  a  building. 


Projected  Building  Costs  To  project  costs  for  construction  of  a  new  building,  several  costs 

need  to  be  determined.  One  cost  is  debt  service.  In  order  to 
construct  a  new  building,  funds  must  be  obtained.  The  normal 
method  for  obtaiimig  state  construction  funds  is  the  sale  of  GO 
bonds.  This  debt  must  be  retired  over  some  specified  period  of  time. 
For  our  analysis,  we  used  20  years  which  is  a  standard  GO  bond 
term. 

Another  assumption  was  required  for  calculating  debt  service  on  a 
bond  issue.  The  interest  rate  a  GO  bond  issue  carries  will  vary 
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depending  on  market  conditions  and  the  structure  of  bond  maturity 
schedules.  As  a  resuh,  we  used  an  approximation  to  calculate  the 
debt  service  for  a  bond  issue  of  20  years.  This  approximation  was 
based  on  actual  debt  service  schedules  compiled  for  the  Department 
of  Administration  (DofA)  in  August  1996. 

Another  cost  required  for  projecting  total  building  costs  is 
operations.  Building  operational  costs  include  janitorial,  utilities, 
and  general  maintenance  and  repairs.  To  calculate  this  cost  for  our 
analysis,  we  used  the  current  Capitol  Complex  rental  rate.  This  is  a 
good  starting  point  for  the  analysis.  The  current  Complex  rate  is  a 
conservatively  high  figure  due  to  the  differences  in  efficiencies 
between  current  state  buildings  and  a  new  building. 

An  inflation  rate  was  used  to  project  costs  for  the  remaining  years  of 
the  analysis.  The  same  procedure  and  rate  used  to  project  future 
lease  costs  was  used  to  project  future  building  operational  costs. 

Our  analysis  also  included  an  "other"  category  for  projeaing 
building  costs.  Costs  in  this  category  could  include  expenses  for 
moving  personnel  and  equipment,  penalties  for  terminating  leases 
prior  to  contract  expiration,  and  any  other  costs  associated  with 
moving  out  of  leased  space  into  a  new  building.  These  costs  were 
included  in  our  calculations  as  a  "one-time"  cost.  It  was  assumed 
these  costs  would  be  incurred  only  in  the  first  year  of  the  analysis. 
We  did  not  include  penalty  costs  in  our  analysis  because  we  did  not 
speculate  on  which  leases  would  be  terminated,  nor  did  we  make  a 
judgment  on  when  a  building  might  be  constructed. 

The  building  debt  service,  operational  costs,  and  other  costs 
categories  were  added  together  resulting  in  a  total  building  cost 
estimation.  The  present  value  was  then  calculated  for  each  year's 
projection  using  the  same  procedure  described  for  calculating  lease 
projections.  The  present  values  were  added  together  to  obtain  a  total 
building  cost  projection  over  a  40-year  period. 
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Financing  Options  Several  options  for  raising  capital  exist  including  issuance  of  GO 

bonds,  a  Board  of  Investments  loan,  ownership  by  the  Board  of 
Investments,  a  public-private  partnership,  or  a  General  Fund 
appropriation.  For  an  investment  such  as  a  new  building,  the 
normal  option  used  is  issuance  of  GO  bonds  by  the  Board  of 
Examiners.  GO  bonds  are  backed  by  the  full  faith,  credit,  and 
taxing  power  of  the  state. 

Another  option  for  financing  a  new  building  is  through  the  Board  of 
Investments  (BOI).  With  this  option,  the  BOI  would  either  finance  a 
new  building  via  a  mortgage  as  it  did  with  the  existing  Department 
of  Public  Health  and  Human  Services  Building,  or  purchase  and  hold 
the  building  as  an  investment  in  the  pension  portfolios.  According 
to  BOI  officials,  a  minimum  of  7.5  to  8  percent  return  would  be 
required  by  the  BOI  with  either  option.  Debt  service  would  be 
structured  according  to  the  requirements  of  the  BOI. 

A  third  option  for  obtaining  revenues  is  through  a  public-private 
partnership.  There  are  several  options  for  structuring  the 
partnership.  One  option  is  to  contract  with  a  private  developer  to 
construct  a  new  building  according  to  the  state's  specifications.  The 
state  would  then  lease  the  building  from  the  developer.  A  lease- 
purchase  agreement  could  be  structured  to  provide  the  state  an 
option  to  purchase  the  building  at  the  end  of  some  specified  period 
of  time.  The  state  would  still  be  leasing  under  this  scenario,  but 
would  have  an  option  for  ownership  not  available  under  current 
lease  holdings.  Lease  payments  would  be  paid  by  the  agencies 
occupying  space  in  the  new  building. 

Finally,  funds  could  be  generated  through  a  General  Fund 
appropriation  from  the  legislature.  This  option,  while  possible,  is 
not  considered  probable. 
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Funding  Sources 


The  Analysis 


Construction  of  a  new  building  creates  debt  service.  The  source  of 
funding  used  to  retire  the  debt  may  include  all  types  of  government 
funds.  The  source(s)  depends  on  the  structure  of  financing  and  the 
agency  or  agencies  occupying  space  in  the  building.  For  example, 
the  Department  of  Transportation  issued  bonds  to  obtain  financing 
for  construction  of  its  current  facility.  The  debt  service  on  the  bonds 
was  retired  using  revenue  generated  from  fuel  taxes,  motor  carrier 
fees,  etc.  Depending  on  an  agency's  budget  structure,  federal  fiinds 
could  also  be  used,  in  pan,  to  pay  the  debt  service  on  financing. 

If  more  than  one  agency  occupies  space  in  a  new  building,  rent 
would  be  paid  out  of  each  agency's  budget.  This  could  be  some 
combination  of  General  Fund,  state  Special  Revenue,  and  Federal 
Special  Revenue.  The  amount  of  federal  funding  available  depends 
on  each  program's  allocation.  As  long  as  the  rental  rate  is  equitable, 
the  federal  government  will  normally  fund  its  allocable  share.  Rent 
is  paid  to  the  building's  owner.  For  our  analysis,  the  building  owner 
would  be  the  State  of  Montana.  GSD  is  the  state's  facility  manager, 
so  GSD  would  be  responsible  for  rent  collection.  Rental  payments 
would  be  used  to  retire  the  debt  on  the  building. 

Once  cost  projections  and  assumptions  were  finalized,  the  actual 
analysis  was  conduaed.  As  noted  earlier,  we  developed  a  list  of 
assumptions.  This  list  contains  the  values  which  we  believe  best 
estimate  the  variables  needed  to  analyze  lease  and  build  costs.  Table 
3  gives  our  list  of  assumptions. 
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Table  3 
LAD  Analysis  Assumptions 

CATEGORY  VARIABLE  ASSUMPTION 

^  New  building  square  footage 90,000  ft^ 

^  New  building  space  allocation  ...  200  ft^/FTE 

-^  Number  of  FTE 450 

-»  Lease  square  footage  per  FTE  .  265.92  ft^/FTE 

-»  Lease  cost $8.75  /ft^ 

^  Building  cost $150  /ft^ 

U>  Building  operational  cost $4.37  /ft^ 

t2>  Moving  cost    $200  /FTE 

tZ  Financing  option GO  bond 

tZ  Financing  term 20  years 

ta.  Inflation  rate 3  percent 

ti  Discount  rate 4.7  percent 

£2  Analysis  time  period 40  years 

KEY:     ^    physical  characteristic 

^   calculated/dependent  factor 

U,    cost  factor  estimation 

Note:  these  terms  are  explained  in  the  following  three  sections. 

Source:     Compiled  by  the  Legislative  Audit  Division. 


Lease  Assumptions 


The  table  above  indicates  three  assumptions  were  made  for  lease  cost 
projects.  The  lease  square  footage  per  FTE  and  the  lease  cost  per 
square  foot  figures  were  determined  through  review  of  GSD  lease 
files  and  questionnaires  completed  by  agency  personnel.  The  third 
variable,  number  of  FTE,  is  based  on  the  estimated  new  building 
size.  According  to  GSD  personnel,  200  square  feet  per  person  is  a 
standard  figure  for  determining  a  building's  FTE  capacity. 
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Building  cost  projections  require  a  few  more  assumptions  than  lease 
cost  projections.  The  total  square  footage  of  the  building  is  based  on 
construction  on  the  Capitol  Complex.   Considering  City  of  Helena 
restrictions  on  building  size  and  parking,  a  90,000  square  foot 
building  appears  to  be  the  largest  size  that  could  be  constructed  on 
the  Complex. 


The  $150  cost  per  square  foot  to  build  is  based  on  estimations  from 
state  personnel  and  the  private  sector.  This  figure  represents  a 
conservatively  high  estimation  of  the  total  cost  to  complete 
construction  of  a  new  building. 

The  $4.37  per  square  foot  building  operational  cost  is  the  current 
rate  assessed  for  occupying  space  on  the  Capitol  Complex.  If  a  new 
building  were  constructed  on  the  Capitol  Complex,  it  would  be 
included  in  the  Capitol  Complex  rent  calculations.  Agencies 
occupying  space  in  the  new  building  would  be  assessed  the  calcu- 
lated rental  rate.  Although  a  new  building  may  be  more  efficient 
than  the  existing  buildings  on  the  Capitol  Complex,  estimating  the 
actual  efficiency  is  difficult,  if  not  impossible.  Using  the  current 
rental  rate  provides  what  we  believe  to  be  a  reasonable  estimation  of 
operational  costs. 

Moving  costs  are  considered  a  building  cost  because  personnel 
would  be  required  to  move  out  of  leased  space  if  a  new  building 
were  constructed.  The  cost  is  estimated  at  $200  per  FTE  based  on 
information  from  GSD  personnel. 

Our  financing  option  assumption  is  a  20-year  GO  bond  issue.  This  is 
the  usual  method  of  financing  construction  projects  for  the  State  of 
Montana.  In  addition,  20  years  is  a  normal  time  period  used  by  the 
state  for  retirement  of  GO  bonds. 

Another  cost  often  associated  in  this  type  of  analysis  is  major 
improvements.  Major  building  improvements  may  include  repairs, 
preventive  maintenance,  upgrades,  modifications  to  meet  changes  in 
building  code  requirements,  and  improvements  to  ensure  building 
safety.  We  did  not  include  a  factor  for  these  costs  due  to  the  state's 
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current  method  for  financing  major  building  improvements.  State- 
owned  building  improvements  are  normally  completed  with  funding 
obtained  through  the  Long-Range  Building  Program  (LRBP).  The 
Capitol  Complex  rental  rate  does  not  include  a  factor  for  these  costs. 
Although  there  would  be  costs  associated  with  improvements  for  a 
new  building,  funding  to  cover  the  costs  would  be  separate  from 
ftinds  obtained  for  construction  of  the  building. 

During  our  preliminary  review,  we  discussed  two  other  possibilities 
for  acquiring  additional  state  office  space:  1)  adding-on  to  an 
existing  building  on  the  Capitol  Complex,  and  2)  purchasing  an 
existing  building  somewhere  in  Helena.  According  to  Architecture 
and  Engineering  Division  personnel,  there  are  two  buildings  on  the 
Capitol  Complex  which  might  support  an  addition,  but  these  would 
only  provide  limited  square  footage.  As  far  as  purchasing  a  building 
in  Helena,  according  to  GSD  personnel,  there  are  no  buildings 
available  which  they  would  consider  purchasing.  As  a  result,  we 
eliminated  review  of  these  two  areas  from  our  analysis. 


Assumptions  Affecting 
Both  Lease  and  Build  Cost 
Projections 


Three  assumptions  were  made  which  affected  both  lease  and  building 
cost  projections.  The  first  is  an  inflation  rate.  Future  costs  were 
inflated  by  3  percent  per  year.  This  affected  future  lease  costs  and 
building  operational  costs.  This  estimation  was  based,  in  part,  on 
current  lease  contracts  which  include  rent  escalation  factors  based  on 
increases  in  the  Consumer  Price  Index.  On  average,  leases  with  this 
escalation  factor  appear  to  increase  rates  by  about  3  percent. 


A  discount  rate  of  4.7  percent  was  used  to  calculate  present  values. 
This  discount  rate  is  equal  to  the  cost  of  capital  for  current  GO 
bonds  issued  by  DofA.  Future  sums  of  money  must  be  discounted  to 
account  for  changes  in  the  time  value  of  money. 

The  final  assumption  is  the  time  period  the  analysis  will  consider. 
For  our  analysis  we  used  40  years.  This  period  of  time  is  normal  for 
analysis  of  building  costs.  The  figure  represents  an  estimated  useful 
life  of  a  building.  While  buildings  can  and  do  last  for  more  than  40 
years,  major  maintenance  may  be  required  beyond  this  time  frame. 
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Present  Value  Calculation 


We  then  calculated  the  present  values  for  leasing  and  building. 
Based  on  the  assumptions  above,  our  analysis  indicates  building 
office  space  is  more  favorable  than  continuing  to  lease.  The  present 
value  costs  for  leasing  and  building  appear  in  Table  4. 


Table  4 
Present  Value  Calculation'  (November  1996) 

(90,000  square  foot  building) 

LEASE:        $29,592,178 
BUILD:  25.354.913 

Savings-       $  4,237,265 

'  Based  on  a  40-year  period. 
^  Estimated 

Source:      Compiled  by  the  Legislative  Audit  Division. 


The  table  on  page  23  presents  a  comparison  of  lease  and  build  costs 
on  a  yearly  basis  for  a  90,000  square  foot  building. 
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Various  points  can  be  made  in  viewing  Table  5.  First,  annual  lease 
costs  increase  steadily  each  year  of  the  40  year  period.  This  is  based 
on  assuming  the  inflation  rate  will  remain  constant  at  3  percent  per 
year.  Annual  build  costs  also  increase  steadily  over  the  40  year 
period,  with  the  following  two  exceptions: 

1 .  The  first  year  projection  includes  personnel  moving  costs 
mentioned  previously,  so  a  decrease  exists  between  the  first  and 
second  years. 

2.  There  is  a  significant  decrease  after  the  20th  year  because  the 
debt  service  on  the  bonds  will  been  retired. 

The  increase  in  build  costs  is  based  on  the  same  3  percent  inflation 
rate  assumption  made  for  lease  cost  projections.  Building  costs  are 
greater  than  lease  costs  for  the  first  20  years  due  to  the  debt  service 
requirements  for  the  GO  bonds. 

As  can  be  seen  in  Table  5,  present  value  calculations  constantly 
decrease.  The  further  in  the  future  a  sum  of  money  exists,  the  less 
value  it  has  in  present  dollars. 

The  analysis  assumes  payment  at  the  end  of  the  year.  Thus,  the  cost 
values  in  year  one  have  been  discounted  over  the  one  year. 
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Table  5 
Comparison  of  Annual  Lease  And  Build  Costs 

(90,000  square  foot  building) 


Year 

Annual  Lease 
Cost 

Present 
Value 

Annual  Build 
Cost 

Present 
Value 

1 

$1,047,060 

$1,000,057 

$1,590,300 

$1,518,911 

2 

1,078,472 

983.820 

1,512,099 

1,379,389 

3 

1,110.826 

967,845 

1,524,252 

1,328,057 

4 

1,144,151 

952,131 

1,536,770 

1,278,857 

5 

1,178,475 

936,671 

1,549,663 

1.231,697 

6 

1,213,830 

921,462 

1,562,942 

1,186,487 

7 

1,250,244 

906,501 

1,576,621 

1.143,143 

8 

1,287,752 

891,782 

1,590,709 

1,101,583 

9 

1,326,384 

877,302 

1.605,221 

1,061,731 

10 

1,366,176 

863,058 

1,620,167 

1,023.512 

11 

1,407,161 

849.044 

1,635,562 

986.856 

12 

1,449,376 

835.258 

1,651.419 

951,694 

13 

1,492,857 

821.696 

1,667,752 

917,962 

14 

1,537,643 

808,355 

1,684,574 

885,598 

15 

1,583,772 

795.230 

1,701,902 

854,544 

16 

1,631,285 

782,317 

1,719,749 

824,742 

17 

1.680,224 

769,615 

1,738,131 

796,139 

18 

1,730,631 

757,119 

1,757,065 

768,683 

19 

1,782.550 

744,826 

1,776,567 

742.326 

20 

1,836,026 

732.732 

1,796.654 

717,019 

21 

1,891,107 

720.835 

710,344 

270,762 

22 

1,947,840 

709,131 

731.654 

266,366 

23 

2.006.275 

697.617 

753,603 

262,041 

24 

2,066,463 

686,290 

776,212 

257,786 

25 

2.128.457 

675,146 

799,498 

253,601 

26 

2,192,311 

664,184 

823,483 

249,483 

27 

2,258.080 

653,400 

848,187 

245,432 

28 

2,325,823 

642,791 

873,633 

241,447 

29 

2,395.598 

632,354 

899,842 

237,527 

30 

2,467,465 

622,086 

926,837 

233.670 

31 

2,541,489 

611,986 

954,642 

229,876 

32 

2.617.734 

602.049 

983,282 

226,143 

33 

2,696,266 

592.273 

1.012.780 

222,472 

34 

2,777.154 

582.657 

1,043,163 

218,859 

35 

2,860,469 

573.196 

1,074,458 

215,306 

36 

2,946,283 

563,889 

1,106,692 

211.810 

37 

3,034,671 

554,734 

1,139,893 

208,371 

38 

3,125,711 

545,726 

1,174,090 

204,987 

39 

3.219.483 

536,866 

1,209,312 

201,659 

40 

3.316,067 

528,149 

1,245,592 

198,385 

Totals: 

$78,949,643 

$29,592,178 

$51,885,315 

$25,354,913 

Source:  Compiled  by  the  Legislative  Audit  Division. 
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Internal  Rate  of  Return 
Calculation 


The  other  methodology  used  to  analyze  cost  projections  was  internal 
rate  of  return  (IRR).  The  IRR  is  compared  to  the  Cost  of  Capital 
(CC)  to  determine  if  the  project  should  be  accepted.  The  CC  is  the 
rate  required  to  secure  project  funding.  If  the  IRR  is  higher  than  the 
CC,  building  should  be  considered.  The  higher  the  IRR  is  above  the 
CC,  the  better  the  advantage  of  building.  We  estimated  the  CC, 
based  on  a  20  year  GO  bond  issue,  to  be  about  4.7  percent.  The 
IRR  for  our  analysis,  based  on  our  assumptions,  is  8.2  percent  as 
shown  in  Table  6. 


Table  6 
IRR  Compared  to  Cost  of  Capital 

(November  1996) 

IRR  ~  8.2  percent 
CC  ~  4.7  percent 

Source:  Compiled  by  the  Legislative  Audit  Division. 


Sensitivity  Analysis 


The  next  step  in  our  analysis  was  to  adjust  variables  to  determine 
which  assumptions  had  a  greater  impact  on  the  analysis.  Several 
factors  were  changed  and  the  outcome  of  the  analysis  was  compared 
to  our  initial  results.  This  process  is  referred  to  as  "sensitivity 
analysis."  Our  approach  was  similar  to  a  "break-even"  analysis. 
We  varied  one  factor  at  a  time.  Variation  of  multiple  faaors  may 
have  different  effects  on  present  value  outcomes.  The  following 
paragraphs  discuss  the  effects  on  outcomes  from  a  sensitivity 
analysis. 


The  cost  per  square  foot  for  construction  of  a  new  building  must  be 
increased  from  $150  to  almost  $195  for  the  present  value  to  indicate 
leasing  as  the  more  favorable  option.  The  present  value  for  leasing 
is  not  effected  by  this  change.  Based  on  current  information,  it  does 
not  appear  construction  costs  would  be  this  high. 
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Another  building  cost  which  can  be  adjusted  is  operational  cost. 
This  factor  only  effects  building  cost  projections.  Operational  costs 
must  increase  from  $4.37  /ft^  to  $6.04  /ft^  for  the  analysis  to  favor 
leasing  over  building. 

If  the  building  size  is  increased  to  200,000  square  feet,  an  estimated 
1,000  FTE  could  be  moved  out  of  leased  space.  This  is  more  than 
the  total  FTE  occupying  leased  space  as  of  November  1996.  If  the 
size  of  the  building  is  increased,  the  analysis  still  supports  building. 
However,  the  present  value  costs  for  leasing  and  building  increase. 
Table  7  shows  the  present  values  for  a  200,000  square  foot  building. 


Table  7 

Present  Value  Calculation  nVovemher  199fn 

(200,000  square  foot  building) 

LEASE:  $65,760,396 
BUILD:  $56,344,251 

Source:  Compiled  by  the  Legislative  Audit  Division. 


There  is  no  location  in  the  Capitol  area  which  could  support  a 
200,000  square  foot  building.  Thus,  the  building  would  have  to  be 
located  off  the  Capitol  Complex.  This  would  probably  create  an 
additional  cost  for  site  acquisition.  Our  analysis  does  not  include  a 
cost  for  site  acquisition. 

As  the  inflation  rate  is  decreased,  the  present  value  costs  decrease. 
In  addition,  the  estimated  savings  (the  difference  between  the  present 
values  of  leasing  and  building)  decrease.  If  the  inflation  rate  is 
decreased  to  less  than  1.4  percent,  the  analysis  supports  leasing. 

If  additional  building  costs  are  included  in  the  analysis,  such  as  lease 
cancellation  penalties  or  even  new  computer  systems,  the  analysis 
still  supports  building.  These  "other"  costs  would  have  to  increase 
by  more  than  $4.4  million  to  change  the  analysis  to  favor  continued 
leasing. 
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The  sensitivity  analysis  shows  similar  results  on  the  IRR  method- 
ology. For  each  change  noted  above,  with  one  exception,  the  IRR 
decreases  to  about  4.7  percent.  This  is  the  same  percentage  as  the 
estimated  cost  of  capital.  This  is  the  break-even  point.  The  one 
exception  is  changing  the  size  of  the  building  to  200,000  square  feet. 
This  change  does  not  impact  the  IRR.  It  remains  at  approximately 
8.2  percent. 


Retained  Value  Our  analysis,  as  shown  above,  only  considers  actual  cash  flows  for 

both  the  lease  and  build  options.  It  does  not  consider  the  value  of 
the  two  options  at  the  end  of  the  40-year  evaluation  period.  Under 
the  build  option,  the  state  would  own  a  building  that  would  have 
some  value  atthe  end  of  the  time  period.  If  the  state  determined  at 
the  end  of  the  40-year  period  that  the  building  was  no  longer  needed, 
and  if  the  building  were  sold,  then  there  would  be  an  addition  to  the 
cash  flow  in  our  study.  Under  the  lease  option,  there  would  be  no 
residual  value  for  the  state.  In  this  case  the  private  building  owners 
would  retain  that  value. 

If  the  new  state  building  was  adequately  maintained  over  the  years, 
then  it  could  have  a  significant  value  at  the  end  of  40  years.  Many 
of  the  buildings  currently  owned  by  the  state  are  more  than  40  years 
old  and  are  still  in  use  and  have  value.  The  actual  value  of  the  new 
building  would  depend  on  market  conditions  for  real  estate  in  the 
future.  Historically  land  and  buildings  appreciate  over  time.  If  we 
assume  the  90,000  square  foot  building  appreciates  at  3  percent  per 
year  over  the  40  years  it  would  have  a  value  of  $42,754,864  at  the 
end  of  the  study  period.  If  the  building  were  sold  at  the  end  of  the 
40-year  period,  the  sale  value  would  have  to  be  discounted  to  present 
time  in  order  to  consider  this  value  in  our  analysis.  Using  the  same 
discount  factor  as  we  used  for  lease  and  build  costs,  the  present 
value  of  the  building  would  be  $6,809,548.  This  value  would  be  a 
positive  value  and  thus  would  be  have  to  be  subtracted  from  the  total 
present  cost  of  the  build  option.  This  would  reduce  the  total  present 
cost  of  the  90,000  square  foot  building  option  from  $25,354,913  to 
$18,545,365. 
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Non-Quantifiable 
Considerations 


Efficiency  Gains  Due  to 
Collocation 


Up  to  this  point,  our  analysis  has  only  considered  cost  factors. 
There  are  other  factors  to  consider  in  this  type  of  analysis.  The 
following  sections  discuss  some  of  these  considerations. 

According  to  several  department  managers,  having  personnel  in 
leased  space  negatively  impacts  program  operations.  Concerns 
include  the  following: 


—  Increased  travel  time. 

—  Communication. 

—  Coordination  of  services. 

—  Difficulties  for  clients. 

—  Inconvenience. 

—  Increased  expense  for  off-site  programs. 

—  Lack  of  cohesiveness. 

If  a  new  building  is  constructed,  efficiency  gains  should  be  realized 
due  to  collocation  of  personnel.  Collocation  involves  locating 
multiple  programs  in  the  same  building/location.  Equipment  and 
other  resources  can  be  shared  among  programs  which  should 
decrease  costs.  Collocation  should  result  in  more  efficient  use  of 
staff  time.  In  addition,  communication  and  coordination  should  be 
improved. 

Locating  buildings  and  parking  for  programs  in  leased  space  can  be 
difficult  in  some  locations  in  the  Helena  area.  Collocation  should 
heighten  service  to  the  public.  This  assumes  good  judgment  in 
determining  agency  assigimients  for  new  space  and  in  reallocating 
subsequent  vacated  space. 

Collocation  can  be  accomplished,  to  some  extent,  without  building  a 
new  building.  However,  collocation  is  only  possible  if  space  is 
available.  In  the  Helena  area,  available  office  space  with  large 
square  footages  is  rather  scarce  according  to  GSD  personnel. 
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Risks 


There  are  certain  risks  taken  with  ownership  of  a  building  which  do 
not  exist  when  leasing.  The  most  apparent  of  these  risks  are  build- 
ing maintenance,  repairs,  and  improvements.  These  building 
improvements  are  the  responsibility  of  the  property  owner.  Thus, 
there  is  no  added  cost  to  the  state  when  leasing.  However,  in  the 
past  the  state  has  paid  for  costs  associated  with  remodeling  leased 
space. 


If  a  new  building  is  constructed  and  future  downsizing  of  govern- 
ment operations  occurs,  state  office  space  could  become  vacant. 
This  is  based  on  all,  or  the  majority  of,  leased  space  being  vacated. 
Maintaining  leased  space  to  a  certain  extent  will  provide  flexibility 
for  changes  in  government  operations. 

Another  risk  exists  when  vacating  leased  space.  If  penalty  clauses 
exist  in  lease  contracts,  costs  will  increase.  A  cost  amount  was  not 
included  in  our  analysis  to  estimate  this  impact.  Additionally, 
resources  may  be  lost  when  vacating  leased  space.  If  leased  space 
contains  phone  systems,  or  other  specialized  equipment,  or  structure 
modifications  have  been  completed  to  accommodate  special  program 
needs,  these  resources  may  be  lost  if  they  are  part  of  the  property. 


Legislative 
Action/Direction 


Our  cost  analysis  indicates  building  is  a  more  cost  effective  option. 
However,  construction  of  a  building  costing  more  than  $50,000 
requires  consent  of  the  legislature. 


Private/Community  Views 


View  of  the  private  sector  and  the  general  public  are  also  important. 
If  a  new  building  is  constructed  and  leases  canceled  as  a  result,  the 
private  sector  may  view  this  as  reducing  their  clientele  base. 


Another  concern  exists  with  the  "tax  exempt"  status  of  a  state 
building.  Some  sources  suggest  the  local  tax  base  would  be  reduced 
if  the  state  vacated  leased  space.  However,  the  property  vacated  by 
the  state  is  still  under  all  tax  requirements.  If  a  private  developer 
constructs  a  new  building  and  the  state  enters  into  a  lease/purchase 
agreement,  the  local  tax  base  would  be  increased  depending  on  the 
structure  of  the  agreement. 
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If  propeny  vacated  by  the  state  remains  vacant,  there  would  be  a  loss 
of  income  and  thus,  the  income  tax  base  would  be  reduced.   How- 
ever, with  the  lack  of  available  office  space  in  the  Helena  area,  the 
amount  of  time  propeny  remains  vacant  would  probably  be  minimal. 
In  addition,  rental  rates  for  private  operations  are  usually  higher 
than  state  rates.  If  vacated  space  is  leased  at  a  higher  rate,  the 
income  tax  base  would  be  increased. 
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Analysis  Summary 


We  conducted  an  analysis  of  lease  versus  build  to  determine  if  it  is 
less  costly  for  the  state  to  continue  to  lease  or  construct  a  new 
building  for  office  space  on  the  Capitol  Complex.  Our  analysis 
included  a  review  of  current  leases  for  office  space  in  Helena.  Lease 
information  was  also  obtained  directly  from  agency  personnel. 
There  are  13  agencies  with  contracts  for  38  leases. 


Future  costs  for  leasing  and  building  were  estimated  based  on  certain 
assumptions.  One  assumption  made  was  the  square  footage  of  the 
new  building.  This  determined  how  many  FTE  could  be  moved 
from  leased  space  into  state-owned  space.  Other  variables  were  then 
finalized.  Methodologies  commonly  used  for  this  type  of  analysis 
were  applied  to  projected  costs.  The  results  were  compared  to 
determine  which  option,  lease  or  build,  was  more  economical. 

The  final  step  was  to  modify  assumptions  to  determine  the  impact  on 
projected  costs.  The  variables  were  changed  to  calculate  the  break- 
even point  between  lease  and  build. 


Conclusion:  Our  Analysis 
Indicates  Construction  of 
a  New  Building  is  Less 
Costly  Than  Continuing 
to  Lease 


When  comparing  present  value  costs  for  leasing  and  building,  the 
analysis  indicates  building  is  less  costly  than  leasing.  This  is  based 
on  our  assumptions.  Our  assumptions  were  developed  using 
available  information  and  reasonable  judgment.  The  analysis 
assumes  construction  of  a  building  on  the  Capitol  Complex  with  a 
total  space  of  90,000  square  feet.  Based  on  a  space  allocation  model 
of  200  square  feet  per  FTE,  this  would  allow  450  FTE  to  vacate 
leased  space. 


Our  analysis  is  based  on  current  lease  and  build  costs.  As  time 
passes,  these  figures  will  probably  change.  Rent  charges  and 
construction  costs  may  increase  over  time.  In  addition,  our  analysis 
uses  a  General  Obligation  (GO)  bond  option  with  an  estimation  of 
the  cost  of  financing  at  4.7  percent.  This  will  most  likely  change,  as 
will  other  costs  for  various  financing  options.  Several  of  our 
assumptions  are  conservative;  however,  actual  costs  can  change  at 
any  time. 
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Chapter  IV  -  Conclusion 


Considerations  for  Ultimately,  the  legislature  is  the  approving  body  for  any  new 

Decision-Making  construction.  Decision-makers  must  be  provided  with  a  thorough 

economic  analysis  to  identify  the  most  cost-effective  option. 

Although  our  analysis  indicates  building  is  less  costly  than  leasing, 

this  is  only  one  consideration  in  deciding  whether  to  construct  a  new 

building  for  state  office  space. 

Our  analysis  assumes  a  new  building  would  be  constructed  on  the 
Capitol  Complex.  This  limits  the  location  and  size  of  the  building. 
If  an  off-site  location  is  pursued,  additional  building  costs  could  be 
incurred.  The  main  cost  would  be  for  acquiring  land.  The  intent  of 
building  off-site  may  be  for  increased  office  space  square  footage. 
This  would  allow  more  FTE  to  be  located  in  state-owned  space.  In 
addition,  federal  fiinding  may  be  available  to  help  defray  costs 
associated  with  construction  of  the  new  building.  However,  there 
are  advantages  to  occupying  some  leased  space.  This  provides 
flexibility  for  changes  in  the  work  force  and  to  meet  program  needs 
for  "specialized"  space. 

The  non-quantifiable  considerations  discussed  at  the  end  of  Chapter 
in  also  need  to  be  considered.  Collocation  of  state  personnel  may 
result  in  more  efficient  program  operations.  Collocation  can  be 
accomplished  without  construction  of  a  new  building  only  if  suitable 
space  exists  in  the  rental  market.  There  are  risks  involved  with 
owning  a  building  including  costs  for  improvements  and  loss  of 
flexibility.  Public  views  are  an  important  consideration.  Colloca- 
tion of  programs  provides  better  coordination  and  accessibility  to  the 
public.  Changes  in  the  local  tax  base  should  also  be  considered. 

The  current  direction  of  state  govenmient  is  one  of  cost  savings. 
Our  analysis  indicates  cost  savings  with  construction  of  a  building; 
however,  this  option  requires  the  state  to  expend  a  large  amount  of 
funds  initially.  The  cost  savings  occur  over  a  40  year  period.  The 
factors  mentioned  in  this  report,  as  well  as  others  considered 
important  to  the  decision-makers,  must  be  weighed  against  projected 
cost  savings  to  make  an  informed  decision. 
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DEPARTMENT  OF  ADMINISTRATION 
DIRECTOR'S  OFFICE 


MARC  RACICOT,  GOVERNOR 


STATE  OF  MONTANA 


(406)  444-2032 
FAX  444-2812 


MITCHELL  BUILDING 


PC  BOX  200101 
HELENA,  MONTANA  59620-0101 


January  31,  1997 

Mr.  Scott  Seacat 
Legislative  Auditor 
State  Capitol 
Helena,  MT  59620 

Dear  Mr.  Seacat: 


■f^iof  ^Tp,'•"  A 'JO'"*' 


I  am  writing  in  response  to  the  analysis  your  office  conducted  regarding  leasing  versus 
building  in  the  Helena  area.  I  believe  that  the  analysis  was  properly  and  well  done. 
The  results  are  accurate  and  useful,  and  confirm  the  analysis  of  our  own  staff  on  this 
issue.  We  in  the  Department  of  Administration  appreciate  the  professional  manner  in 
which  your  staff  approached  this  analysis.  The  findings  in  this  report  will  assist  the 
Department  and  the  Legislature  in  making  some  important  decisions  about  space 
management  in  the  Helena  area. 

Sincerely, 

LOIS  MENKES 
Director 
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Appendix  C 


Present  Value  and  Internal  Rate  of  Return  Analysis 

Present  Value 

Money  has  time  value.  The  value  of  money  is  not  completely  understood  without  considering  that  value 
at  a  point  in  time.   In  order  to  evaluate  alternatives  that  involve  various  dollar  amounts  spread  over 
time,  it  is  necessary  to  shift  the  various  sums  of  money  to  some  common  point  in  time.  Very  often  the 
common  point  in  time  that  is  used  is  time  zero  or  the  present  time.  To  do  this,  all  dollar  values  in  the 
future  are  brought  back  to  the  present  time  by  considering  the  time  value  of  money.  The  "present 
value"  of  several  alternatives  can  then  be  accurately  compared.  This  is  called  present  value  analysis. 


The  problem  is  to  find  the  present  worth  of  a  sum  of  money  that  is  out  in  the  future.  A  future  dollar 
must  be  discounted  to  reflect  the  fact  that  today's  dollar  can  grow  for  one  year  at  some  given  interest 
rate.  The  amount  of  discount  is  based  on  a  discount  rate  or  interest  rate  and  the  number  of  years  in  the 
ftiture  when  the  dollar  amount  occurs.  The  discount  factor  (DF)  is  calculated  by  a  mathematical 
equation  involving  the  interest  rate  and  the  number  of  years  as  shown  in  the  following  figure. 


Discount  Factor 
(present  value  analysis) 

DF  =  1  ^  (1  +  /y 


/   =  mterest  rate 
n  =  number  of  years 

Source:  Compiled  by  the  Legislative  Audit  Division. 


To  determine  the  present  value  of  a  future  sum  of  money,  the  future  sum  is  multiplied  by  the  discount 
factor.  In  the  following  example  we  calculate  the  value  of  $100  one  year  from  now  if  the  interest  rate  is 
5  percent?  To  determine  this,  you  must  multiply  $100  by  the  discount  factor. 
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Present  Value  Example 
($100  in  1  year  at  5%) 

Discount  Factor  =  1  -  (1  +  .05)' 
=  0.9524 

Present  Value  =  future  value  *  DF 
=  $100*0.9524 
=  $95.24 

Source:  Compiled  by  the  Legislative  Audit  Division. 


The  example  above  shows  $100  a  year  from  now  is  worth  $95.24  today,  if  the  interest  rate  is  5  percent. 
There  are  two  variables  in  the  mathematical  equation  associated  with  the  discount  factor:  1)  the  interest 
rate  i;  and  2)  the  time  period  n.  As  these  two  variables  increase,  the  discount  factor  and  the  present 
value  decreases.  Thus,  the  greater  the  interest  rate  and  the  longer  die  time  period,  the  less  a  future  sum 
of  money  is  worth  today. 


Internal  Rate  of  Return 

Another  method  used  in  analyzing  alternatives  is  the  internal  rate  of  return  (IRR).  This  is  the  rate  of 
return  a  project  will  earn.  The  IRR  analysis  is  similar  to  the  present  value  analysis  except  the  emphasis 
is  upon  calculating  the  interest  rate  associated  with  the  expenditure  of  funds  rather  than  calculating  an 
equivalent  sum  of  money.  In  our  analysis  of  build  vs  lease,  we  are  analyzing  if  the  expenditure  of  funds 
for  a  new  building  will  result  in  an  overall  cost  reduction  for  the  state.  In  conducting  the  analysis,  when 
the  cost  of  building  is  less  than  the  cost  of  leasing,  the  cash  flow  is  a  positive  value.  The  IRR  is  the 
interest  rate  which  makes  die  net  present  value  (NPV)  of  the  cash  flows  on  a  project  equal  to  zero. 

The  IRR  can  be  compared  to  the  cost  of  capital  to  determine  whether  a  project  should  be  completed.  If 
die  NPV  of  the  cash  flows  equal  zero,  die  IRR  equals  die  cost  of  capital,  and  the  two  alternatives  being 
analyzed  are  cost  equivalent.  An  IRR  greater  than  the  cost  of  capital  indicates  the  rate  of  return  on  the 
project  is  better  than  the  cost  of  capital.  For  example,  if  a  project  is  to  be  funded  with  GO  bond 
proceeds,  the  IRR  should  be  greater  than  the  interest  rate  on  the  bonds  in  order  to  accept  the  project. 

This  method  also  requires  calculation  of  a  mathematical  equation.  The  following  figure  shows  the  IRR 
equation. 
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Internal  Rate  of  Return 
(sum  of  NPV  =  0) 

X(CF-(1  +IRRy)  =  0 

CF  =  cash  flows 

IRR  =  interest  rate 

t  =  period  (1  through  n  number  of  years) 

Source:  Compiled  by  the  Legislative  Audit  Division. 


The  equation  in  the  figure  above  is  similar  to  the  discount  factor  noted  previously.  The  cash  flow  for 
each  period  is  each  future  sum  of  money.  The  rest  of  the  equation  is  the  discount  factor  for  each  period 
of  time.  IRR  replaces  i  as  the  interest  rate.  The  Greek  symbol  at  the  beginning  of  the  equation  is  the 
mathematical  symbol  for  summing  numerous  items.  Thus,  the  present  value  of  each  future  sum  of 
money  is  added  together.  The  percentage  needed  for  IRR  to  make  the  equation  equal  to  zero  is  the 
internal  rate  of  return. 

The  process  used  to  calculate  IRR  is  one  of  "trial-and-error."  A  reasonable  guess  is  made  for  IRR.  The 
guess  is  entered  into  the  formula.  If  the  solution  is  less  than  zero  (negative),  a  new  guess,  less  than  the 
previous  guess,  is  made  for  IRR.  Conversely,  if  the  result  is  positive,  an  IRR  greater  than  the  previous 
guess  is  seleaed.  This  process  is  repeated  until  the  IRR  is  identified. 
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